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In the past two decades, Viel-
nam  gained  encouraging
achievements after its economic
reform was launched in 1986:
high growth rate, low inflation
rate and good results of the pov-
erty alleviation program. Its pol-
icy on international integration
seems successful. One year after
it got accession to the WTO, its
foreign trade enjoyed a boom
(export rose by 20.56% and im-
port 25.6%), the FDI increased
strongly (US$20 billion regis-
tered and 20% of it has been dis-
bursed), local trade developed
well with development of super-
markets with diverse goods in
large quantities. These factors
helped promote the growth rate
(8.5%).

Besides  the  achievemems,
however, the cconomy
negative signs: a high inflation rate
(126% - much higher than the

shows

growth rate of 8.5%), increased
prices in the realty market; and wage
carmers’ inability 1o buy houscs. In
addition, tralfic congestion in Ha Noi
and HCMC becomes more serious,
the living conditions go from bad (o
worse because of severe pollution.
According o estimales by inlerna-
tional organizations, high increases
in the inflation rate and its bad elfects
have ruined the economic growth
and widened the gap between the
rich and the poor. The living
standards of wage- camers and
peasants fell drastically because their
real income contracted.

What are causes of the inflation?
What are clfects ol quality of
cconomic growth and perlormance
of investment on the inflaton” What
solutions  inroduced by the
Government can ensure a growth
rate of 8% or 9% for 2008 and keep
the inflation e below it?
Answering these questions 15 no casy
task. In this article, we want 0

employ some models relating o
economic growth and inflation 10
explain the sequence of events,
discuss  solutons  from  the
Government and give our commen-
tarics  and  suggestons  aboul
economic  policies under  current
conditions. y
1. Reviewing the inflation in
Vietnam

For the [first time, the press in
Vietnam starts to discuss unsolvable
problems relating 1o the policy-
making process in @ volunlaristic
manner with presel targets instead of
relying on a scientific thinking. When
the Ministry of Finance accelerales
the disbursement in order 1o maintain
a high growth rate, the SBY mects
with diflicultics in limiting the moncy
supply with a view o curbing the
inflation, In its lum, the Ministry of
Trade and Industry wants to depre-
ciate the VND to promote export and
make up for losses caused by the
inflation. But hillions of dollar from
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abroad and sales of crude oil are
flooding the markel, making the
VNI go high against the dollar. And
what is the right and realistic policy?
We'd beter start with some analyses
of the financial- monetary system.
According 10 Professor  R.L
McKinnon [rom the University of
Stanford, the [linancial —
system of a developing country could
be seen as a wiumvirale comprising
ministry of finance, central bank and
specialized banks (such as banks lor
agricultural development, lor wrade
or industry, cie.). They finance
development projects and stimulaie
export. The main role of the central
bank in this ficld is w generate

credil

seignorage with a view w meel the
demand for cash by the ministry ol
finance. This demand. i its turn,
depends on plans and development
projects sel lorth by the mmistry of
planning and investment: and the PM
olfice.

The more ambitious the devel-
opment plan, the higher the rate of
disbursement. And as a result, the
money supply is increased accord-
ingly to meet the demand for more
disbursement. The rate of increases
inthe money supply isexpressed by a
rtio of the increase in the money
supply 1o the price index, or M/P: or
(MMM where the Lirst part (m
= M/M) is the rate of increase in the
money supply: and the second one is
the real money base that is propor-
uonal W the  national  meome
(referred (o as Y).

In other words, the state can use
the scignotage 0 linance devel-
opment projects. This income s
mg the
money muluplicd by the national

measured by the rue ol

income (mY). Result of this act, as
everybody knows, s the inflation,
expressed as o that is measured by

the dilference between the rate of
increase in the money supply and the
rate of economic growth, or m=m
g. For example, the present growth
rate of Vietnam is g = 8.5%. the
inflation rate n= 12.5%. the rate of
increase in the money supply will be
alarming: m = M/M = 21%.

Bascd on these simple caleula-
tions, we can explain the process in
which the inflation breaks out in
Vietnam as lollows: High growth
rates in the [irst years of the 2000s
allows Vietnam lo
money supply withoul sullering an
inflation rate that is higher than 5% .
I's worth noting that in this period
there
projects o build infrastructure and
industrial parks, and 0 promote
exporl. IU's apparcntly that the longer

increase  the

were a lot ol nelfective

the period of high growth, the more
serious the shortcomings in the inlra-
structure development and
production of cnergy, especilly in
industrial centers, To mamtain the
high growth rate, the average rate of
disbursement of some 1% is usually
raised higher, which lcads w higher
rates of inflation and increasce in the
money supply. This spiral of growth
and inflation becomes more serious
because ol poor  financial  infra-
namely, the
independence [or the central bank
when facing the demand Tor more

structure, lack of

disbursement by the ministry ol
linance.

There is nothing wrong with the
profit from issuing ol moncy, or
seignorage, but it is unrcasonable
send this income W specialized
banks, and in their trn, they could
nol invest this source of linance in
elfective and productive  projects.
They are only intermediarics who
transfer  capital  supplicd by the
central bank o projects determined

by the ministry ol planning and
investment. This ministry alone can
not gather enough information have
cnough incentives 1o work  oul
development  projects
appropriale w0 local condition in
individual provinces and the market
demand. The bigger the inefliciency
of investment  in infrastructure
projects, the wider the difference
between the rate ol increase in the
money supply and the growth rate,
which makes the danger of inflation

consistent

MOre Serious.

The above-mentioned  analyses
only discuss an aspect of internal
disequilibrium. The inflaton hike in
late 2007 and carly 2008 was also
alfected by the external disequi-
librium that led 1o high reserve of
lorcign cxchange by the central
bank. In early 2006, one year hefore
Vietnam became a WO member,
the high growth rate made the idea of
borrowing money from international
markets o
investment more atiractive in- the
eyes ol the leadership. In the rend of
liberation, the
organiztions

increase  the  gross

Government
and
companics 0 borrow lrom foreign
pariners. This measure apparently

cncouraged

increased the reserve of loreign
exchange ol the central bank, but
nobody realized that the danger ol a
high inflation rate had wken shape.
Up o mid-2007, macrocconomic
balances became unfavorable when
a large amount of short-lerm FDI
owed into Vietnam. OF course, this
15 a direct
accession 1o the WO,

The surplus ol Toreign capital

result o Viemam's

caused great wroubles for policy
makers, 1 the VND s allowed 1o rise
against the dollar, it will alfect badly
labor-intensive  indusines  making
exports, suchas agriculture, lootwear
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and clothing. On the other hand, if the
lixed exchange rate is maintained,
billions ol dollars  from  various
sourees (immigrant remittance, FDI,
and sale of crude oil) will make the
supply exceed the demand and the
inllation rate go higher as seen loday.
Under such  conditions, the  real
exchange was appreciated by the
inflaton, causing harm [or the export
business as an inevitable omen of
disaster. The Government had o
adopt a light-money policy when it
raised the lending interest rate and
required reserve ratio. Inoa rather
closed cconomy, such o pulicy can
Kill the inflation quickly, and allows
the wse ol seignorage Tor devel-
opment projects lnunced by the
state, Bulin such an open ceonomy as
Victnam’s, this policy may be less
Privane
state-owned  concerns will

investors and
avoid
inflation twx and high lending rate
imposed by commercial bunks by
securing loans from foreign lenders

cllective,

a tendeney that has been encouraged
Tor the past several years, This makes
the real money base (MP) gt
contracted because ol dollanzation
and  widespread  use ol foreign
capital. - And as a0 resull,  the
seignorage,  (MMOIOMAY will
devrease unless the e ol increising
the money supply. or m = (MIM],
gets higher, That s why it's hard to
curb the inllation by carrying out
sulely o ight-money policy,
2. Poor quality of economic
growth and low efficiency of
investment as causes of inflation
To explan  origins  of  the

ceonomic growth,  ceonomisis
itroduce the madel of wial-factor
productivity (TEPL They argue that
Ghp

originate from ancreases in labor

the mercases m the may

loree and capital, and  nunagerial

and technological advances,
Changes in the last factor may lead o
increases in the TEP, or ellicieney of
the use of labor and capital.

The
Tullows:

GDP = Al(K,L)

where Kis capital input; Lis labor
input; A represents the wtal-lactor
productivity (managenial and
technical advances that improves the
clliciency, ewe.), the growth of the
GDP (as %) s expressed in the
lollowing equation:

Gy = Ga+ PGy + LG

where GGDP is the growth rate;
GA 15 the growth of 1otal-factor

genertl  equation 15 as

productivity: GK is the growth of
capital input; GL is the growth of
labor input; B is the share of product
surplus in the GDPand 3 is the share
of labor cost in the GDP.

Based on this model and statis-
tical data from the years 1991-2005,
we work out shares ol fuctors in the
ceonomic growth in this  period.

“leulations show that the average
growth rate in that 15-year penod is
7.5% o years the share of capital (K)
Is 73%: labor (L) 2.8%: and TFP
24.2%. This means thal 1o gain an
average growth rate of 7.5% requires
a 5.5% share ol capital: a 0.2% share
ol labor and a 1LE% share of TFP,
Resulbts ol our research are similar 1o
ones published previously by the WB
lor the years 1991-2000, The T in
Victnam accounts for 2% w 1.1% of
the growth rate in cach S-year perod
(the growth rate of the first penod is
higher thin that of the seeond one),
the capital output accounts for 70% -
B0 of the growth rate. The ealeuls-
tions show that the high growth rate in
Vietnam in the | S-year period come
outinly Trom the capital inpul while
the TP and Tabor input account for
only small proportions. This means

that quality of the growth rate is poor
because  productivity and  techno-
logical level are low. This conclusion
also shows that technology-intensive
industries and the human resource
haven't developed  as expected.
Expurts from Vietnam, besides crude
oil, comprise mainly farm products
and  goods  from labor-intensive
industries that do subcontracts lor
foreign companies. These  results
conclude  that  the
Viclnamese economy grows quanti-
tatively. not qualitatively. This is a
sign of & non-sustainable growth and
a potential cause of inflation, This
conclusion can be justified by some
analyses o ICOR,

Vietnam’s ICOR in recent years,
according 0 our calculations, s
between 4.5 and 4.7, that is, Vietnam
should spend from 4.5 w 4.7 unit of
capital W produce one unit in the
GDP while this ligure in other
vountries varies from 2.5 1w 3.0,
China is 2 big cconomy that gains a
growth rate of Y% or 104 a year and
its ICOR varies between 3.5 and 4.0,
Thus, clliciency of investment in
Vietnam is low. This also proves that
we pay oo much attention 1o guanti-
tative growth instead of efficiency
and qualitative development. The

allow  us 1o

poor guality of growth and efficiency
ol investment  are  also
allecting the inflation. Causes of the
poor guality and  elliciency  are:
lime-consuming infrastruciure
projects, distribution of investment
among o many projects and poor
management ol projects. Inaddition,
many stule-owned corporations have
recently expanded their fields of
activity o enter into other Gields such

lactors

s Nnance, banking and real estate.
Their business expansion only means
more public funds are injected nto
cireulation. Regretably, these funds
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might be put in investiments that
produced profit for the corporation
itsell or in unproductive projects for a
very long time instead of being put in
production of staple goods of the
corporations, This practice is also one
ol lactors producing the inflation,

Increases in foreign indirect and
direet investment, immigrant remit-
tance, and proceeds of bonds issued
o forcign markets have forced the
central bank 1o merease the money
supply. Official reponis say that in
2007 the money supply ncreased by
465, the credit supply by 53% while
these figures in 2006 were 26% and
27% respectively, The data show that
increases in the credit supply led o
ones in the money supply. Morcover,
the increase in the credit supply was
used lor investing in the stock and
reallty markets that are two highly
risky [lields. Foreign  experience
shows that the increase in the eredit
supply along with poor legal infra-
structure and big loans to the public
sector can easily lead 1o credit risk
and damage o the linancial scector,
which is one of causes ol crisis and
inflation. Other factors of the poor
efficiency are red tape, less rans-
parent information and corruption in
such ficlds as management of land,
construction and investment. All of
these  lactors  alleet  direetly  or
indirectly the inflation,
3. Measures to curb inflation and
ensure the economic growth
taken by the Government

The Government has laken strong
measures 10 curb  the inflation.
Namely, the SBV has decided w0
raise the ratio ol required reserve,
reduce the supply o credit
investors in seeurities and real estate,
raise the rediscount rate and base
rate, foree commercial banks to buy
T-hills and raise the exchange rale

against the dollar, ele.

When the llow  of
exchange  keeps  moving
Vietnam in forms of proceeds ol sale
of crude oil at a higher price,

loreign
into

immigrant remiltance and lorcign
direel investment, appreciating the
domestic currency by degrees s
better than maintaining a fixed rate.
This measure allows considerable
reductions in the money  supply
thereby casing the inflation. In the
long run, however, the appreciation
of the VND is only sustainable when
the wehnological gap  between
Vietmam and the world is reduced.

But in a shorter term, this measure
also forees lorei
only in ficlds where the productivity
is good enough to make profitable
exporls  based on  new  prices.
Although many experts still worry
about this approach, the high growth
rate and improved productivity in
China will keep appreciating the

mvestors Lo invest

renminbi in years o come. The
appreciation of the VND now is nota
choice buta mustil Vietnam wants to
avoid hyperinflation.

We can say that the decision o
raise the VND against the dollar with
a view to curbing the inflation s right,
but it will be insuflicient il no
mes i ken Lo improve  the
quality and elfi
and beel up cooperation hetween

ey ol investment

and

governmental
agencies, The implementation of the
monetary policy in the past lew
muonths shows that there is something
contradictory in actions taken by the
SBV and the Ministry of Finance,
When the SBV wied w0 withdraw
cash rom the market, the Ministry off
Finance asked lor permission o
allow forcign strategic investors 1o
buy shares in foreign exchange and
its suggestion was approved. Will this

eventl become a precedent and the
Forcign Exchange Ordinance passed
by the NA in June 2005 need some
amendment? Will the permission o
buy local shares in [oreign exchange
turn the dollar into another Kind of
legal wender i Viemam and loree
authoritics o inerease the money
supply?  Can  the SBV
proceeds in loreign exchange from
sale ol crude oil, T-honds, and shares
gained by the Ministry of Finance?

control

When tight-money  measures were
carried out. the Government required
the SCIC 1o buy shares in onder o
prevent the VN-Index from falling.
Both foreign and local analysts in the
stock market agreed that this move
might assure some investors for the
ime being, but in a long run, i
produces no positive cflects on the
markel because it has nothing o do
with the cxpected profit with 15
considered as the drive of the stock
markel It doesn’t change the expec-
tation as it can do in other channels of
investment  (as a result ol the
munetary policy), or alter source of
linance and proftability ol liswed
companies (hecause itcan only allect
the secondary market). Falls of the
VN-Index come from many e

ms

besides investors” mentality. 3
in late 2007, many hsted companies
issucd additional and bonus shares,
thereby “diluting”

vitlues ol their
shares, Sceondly, when the interest
rate and gold price go ligh quickly,
mvestment  in securities becomes
less atractive. Thirdly, high inflation
rate allects hadly all companics.
including  the  lisied (their
production cost increases while the

ones

spending power Talls), and their real
profit contracts because of higher
costs and lower sales. Fourthly, some
listed companies, aller gathering
huge sums of money lrom the stock
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market in late 2007, invested inoreal
estutes, and when this markel wis
frogen by deasion o reduce the
supply ol credit, their value Jell
accordingly. They are causes ol the
lalls in the VYN-Index. This is also
considered as @ ol the
market w rellect the real value of the
companics, s the effort W prevent
the VN-Index from falling effective?
1% it reasonable Tor the SCIC - a Tund
nunager for the state capital - w©

reaction

spend i lotal money w save the stock
market when commercial banks wre
badly i need of the VND o buy the
dollar and the government has to cut
its expenditure 1o curb the inflation”
4. Some more suggestions about
policies

As everybody Knows, the appre-
clation of the VND will promote
import and hinder export in g period
when the trade gap is very high,
Exporters not only meet with diffi-
colics when the VND price goes
high, but also sulfer high cost lor
inputs caused by the inflation and
difficulves in selling the  loreign
they
commuercial banks refused w bay ik
To gain a growth rate of 8% or 9%,
the export should rise by at least 22%
i 2008, The problem  lor the
Governmenl is how o support
production of exports in order 10

eachange camed  because

achieve the said aims, 1Us impossible
Lo maintain a fxed exchange rate, the
only solwtion for the Guvernment is
1o appreviate the VND by degrees.
Muoweover, it can restrict the public
expenditure: more strictly,  require
state-vwned  hanks 1o buy loreign
eachange lrom exporters, and restrict
import in ader o redoee the trade
sap instead of selling or issuing more
shares - foreign exchange, and
buving securitics. In addition, we
should accept that some anti-inflation

measures could lead 10 a lower
growth rawe,

In the long run, Viemam needs
policies and measures W improve the
quality ol cconomic  growth and
elliciency  of  vesiment.  Some
elfeetive meastres are: encouraging
mvestments in production of exports
with high added value instcad ol
farm products and labor-intensive
goods, Forcign expericnce shows
that development o manufacturing
industries always leads o improve-
ments in the productivity and wages,
and then, increases in prices ol
services in trading and financial
centers, The wider the difference in
productivity between manulactuning
and service sectors, the higher the
prices ol real estate and  other
services, including food and enter-
tainment. Thus a sustainable growth
doesn’t only means importing new
technologics and sources ol linance,
and expansion of the assembling
industry. Another important aspect is
Lo enhance the supply of services,

In many cases, mvestment in the
service seetor could be done by stimu-
lating the market. In the US. and
China lor example, show business and
other kinds ol entertainment develop
very lastin big citics. They represent a
big spending power in China today.
Similarly, nformation  technology,
lelecommunications,
production of TV programs, adver-
lising, health care and  banking
services creale a lot ol new services
with high productivity that  helps
reduce the price hikes. Development
of trading and services will be limited
when public services, communica-

enlertainment,

tions and environmental  protection
are less developed. In these ficlds,
simulating the market 15 nol cnough
und coordination problem should he
solved properly.

One of methods is 10 exchange
land lor infrastructure works in which
infrastruciure  building  companics
carry out these work Tor Jots of land
used for developing  rading  and
residential centers. Similarly, local
governments can make plan to clear
old quarters in order o enlarge roads,
and then, land along new roads can be
sold al avction (o retrieve myvestment
or generate budget income. This
approach can save authonies from
tasks of making building plans and
they can concentrale on zoning and
coordinating resources. In this new
role, the mechanism for supplying
capital through relations between the
ministry of linance, the central bank
and  specialized  banks  becomes
unneeessary. By auctioning, capital
from the private seclor can be
mobilized lor development projects.
The linancial and hanking sector can
engage in trade in capital, instead of
allocating  the  capital 10 various
projects. The central bank can be
saved [rom the task of supplying cash
according 1o disbursement plan and it
cun concentrate in stabilizing  the
money market with its independem
power,  Thinking  (hrough,
[actors of such a process have made

initial

their appearanee al various tmes and
places. Facing the inflation and poor
guality of the ceonomic growth, more
apparcnl  changes  in - process ol
vrgantang and making development
plans will come into being in order o
create a stable and sustainable devel-
apment ®
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